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issues at Board meetings.  This material is presented for discussion purposes only; it is 
not intended to reflect authoritative views of the FASAB or its staff.  Official positions of 
the FASAB are determined only after extensive due process and deliberations. 

 
The staff objective for the March social insurance session is to continue the discussion of the 
remaining questions from the January meeting and of the draft exposure draft (ED) at Tab D1.   
 
Regarding the remaining questions, the “Table of Questions and Board Views” is again 
presented (Tab D2) to summarize the questions raised by the staff to date and the members’ 
views thereon.  Once again the staff summary of members’ views is subject to members’ 
revisions.  By the staff count there are six questions remaining from that table, nos. 19-24. 
 
The changes in the ED reflect the Board’s discussion at the January meeting.  The ED is 
presented in “track changes” format to highlight changes.  The changes include a revision to the 
basis for conclusions to incorporate the notion of multiple obligating events rather than only one; 
the deletion of the adjective “stand ready” as a modifier for “obligation;” and the changes with 
respect to the requirements for the governmentwide entity, e.g., the operating statement display 
now specifies only one line item per cost component.  Also regarding the governmentwide 
entity, the sensitivity analysis requirement now reflects a preliminary draft of a pro forma graph 
that would combine the effects of all assumptions, which was suggested at the January 
meeting. 
 
Also, the statement of social insurance (SOSI) pro forma illustration has been updated.  It now 
reflects the expanded presentation described in the ED.  Also, staff is proposing an introductory 
paragraph to the SOSI illustration that relates certain SOSI line item amounts to similar amounts 
presented in the Social Security Trustees’ Annual Report, e.g., the unfunded open and closed 
group obligations, and SSA’s Actuarial Note No. 4, i.e., the “Maximum Transition Cost” available 
on SSA’s Web site. 
 
The staff is presenting more analysis of Medicare Parts B and D at Tab D3.  The staff had 
presented three questions in January with respect to Medicare accounting the consideration of 
which has been continued for the March session.  The three questions from January are: 
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Question #19 – Does the Board agree that Medicare HI should be recognized at 40 QC; 
or, should Medicare HI costs be spread evenly over the participant’s working years in 
covered employment? 
Question #20 – Does the Board agree that the accounting treatment for Medicare HI 
and Medicare SMI should be the same? 
Question #21 – Does the Board agree that Medicare SMI should follow accounting 
standards for short-duration or long-duration insurance contracts? 

 
As a tool to focus the consideration of these questions the staff presents at Tab D3 the pros and 
cons of two alternatives approaches for accounting for Parts B and D:  
 

(1) the current ED approach where a present obligation for Medicare HI, Part A, occurs at 
40 quarters of work in covered employment and a present obligation for Medicare SMI, 
Parts B and D, occurs when incurred events occur after the participants enrolls; and 
alternatively, 

 
(2) an approach that would employ 40 quarters for all three Parts.     

 
Also in Tab D3 staff has included a “fact sheet” on Medicare similar to those presented in prior 
briefing books follows for reference.   
 
The Medicare fact sheet includes a reference to Medicare Advantage and/or Part C.   To date 
the social insurance discussion has not included “Part C.”    The Medicare Prescription Drug, 
Improvement, and Modernization Act of 2003 (MMA) created the Medicare Advantage (MA) 
program that is sometimes referred to officially as Part C.  MA provides Parts A, B, and now D 
through private health insurance plans. Those who are entitled to Part A and enrolled in Part B 
may choose to join a MA plan, if there is a plan available in their area.  MA plans have their own 
providers or a network of contracting health care providers.  All MA plans are currently paid a 
per capita premium, assume full financial risk for all care provided to Medicare beneficiaries, 
and must provide all Medicare covered services.  Many MA plans offer additional services such 
as prescription drugs, vision and dental benefits to beneficiaries. MA costs were $44.5 billion of 
the total $329.8 billion in Medicare benefit costs in FY 2005.  A substantial increase in Medicare 
Advantage plans is projected for 2006 as the provisions of the MMA give higher payments to 
MA plans.  
 
The staff proposes to include a reference to Part C in the discussion henceforth.  Staff believes 
that the federal government’s commitment for components of Part C (i.e., hospital, physician, 
drugs) would be the same as for Parts A, B, and D and should be accounted for accordingly.  
Without objection the staff will include the necessary references to MA and/or Part C in the ED. 
 
Continuing with the overview of the Tabs, the Board asked for an update regarding the 
IPSASB’s work on accounting for social policies. Tab D4 presents a summary of the IPSASB 
“accounting for social policies” project.   At the Cape Town meeting in November and December 
2005 the IPSASB agreed to combine the accounting standards for basic/welfare pensions and 
general/contributory pension into one ED.  Under this approach the obligating events for the 
basic/welfare pension, the general/contributory pension and other age related cash transfers 
would be the same: the satisfaction of all eligibility criteria and the date at which the amount 
“due” becomes legally payable. The IPSASB also directed that additional disclosures be 
developed to assess the present value of future cash transfers to current participants of pension 
programs and major age-related cash transfers, which appears to be similar to the statement of 
social insurance.  
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Finally, the FASAB staff asked the staffs at the Social Security Administration (SSA), the Center 
for Medicare and Medicaid Services (CMS), and the Railroad Retirement Board (RRB) to review 
the draft ED.  All three agencies agreed to provide comments.  However, the Social Security 
and Medicare Trustees’ annual reports are published in March and the SSA actuarial staff was 
not able to provide comments on the ED as yet but will provide them as soon as possible.  
Comments from the CMS and RRB staffs are presented at Tab D5. The staff has incorporated 
their suggestions regarding the wording for the discount rate requirement and the sensitivity 
analysis and is considering their other comments.  For example, the RRB staff raises an issue 
with respect to the reporting of assets set aside to pay beneficiaries for which legislation has 
created a separate entity.  (See their items A1 and A2 at Tab D.)  The issue appears to be a 
matter of form over substance since the assets are clearly intended to fund Railroad Retirement 
benefits.  Staff told these agencies that additional comments at any time during the process – 
now, or as soon as possible, or pursuant to the formal period for the ED – would be welcome. 
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Question #1 – What attribute should be measured for 
social insurance?  
Staff recommends present value. 
 
The objective regarding the measurement attribute for 
social insurance should be the same as FASB’s “fair value.”  
Fair value is essentially market value but “for some assets 
and liabilities, management’s estimates may be the only 
available information.”  Present value is a component of 
FASB’s fair value hierarchy. Moreover, present value is 
required in various current FASAB standards that require 
long-range projections, including SFFAS 5 (for pension, 
retirement healthcare, insurance, and other liabilities), 
SFFAS 17, and others.  Also, the Social Security Trustees 
use present value extensively in their Annual Report. 
 

The members agreed with the recommendation. No disagreement was expressed. 

Question #2 – Should OASDI and Medicare liabilities 
include projected amounts in excess of the current 
statutory limit?  Staff recommends including the full 
cost and full liability to the participants.  
 
The probability that the Government would ignore the 
shortfall and then default on a large percentage of the 
benefits is remote.  
 
[Staff Note: Regarding this issue, staff notes two points. 
First, the cap involves the open group projection, which, as 
the Board is well aware, includes all participants and all 
revenue and cost over 75 years.  It is a different measure 
than the liability the staff recommended, which measures 
the gross cost of benefits for a specific, limited population 
group.   No taxes to be paid in the future or benefits to be 
credited in the future would be included in the liability.  
Assets (i.e., Treasury securities), which represent 
accumulated excess revenue received as of the reporting 
date, would be accounted for separately under the 
proposal.   

 
Secondly, this appears to be a “funding” issue, and the 

Messrs. Patton, Schumacher, Reid, and Mosso, 
and Ms. Cohen agreed with the staff 
recommendation, with the statutory limitation 
reported either on the face of the financial 
statements or in a footnote. 
 
Some of the rationales expressed: 
 
Mr. Reid said that a computation that was limited 
to statutory provision would be incomplete. 
 
Ms. Cohen said that current law does not limit the 
benefits per se.  The projection shows a shortfall, 
but the projection is based on assumptions and 
estimates and may be changed.   Current law 
merely makes it a self-financing program.  

Three members disagree with 
recommendation (GAO, OMB, CBO).  
One member (Mr. Farrell) was 
concerned about what he viewed as 
inconsistent application of the current 
law notion, but he did not express a 
position. 
 
Some of the rationales expressed: 
 
Mr. Torregrosa said that since the 
Board is using current law as the 
basis for liability decisions and current 
law specifies that funding is cut off, 
the projection should be based on 
what is available.   
 
Mr. Dacey said that amounts should 
not be projected in excess of the 
statutory limit.  Although accruing 
liabilities for other unfunded programs 
is appropriate, these programs are 
unique because of the public 
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Board has said that funding should not affect liability 
recognition.   

 
Also, the cap would affect the Medicare liability sooner than 
the Social Security.  The statutory provisions for Medicare 
will be inefficient to pay 100 percent of HI claims (SMI, Part 
B, re doctor bills has access to the General Fund and 
therefore has no such “cap”) will arrive much sooner than 
for Social Security.] 

communication that full benefits will 
not be paid in the future.  However, 
the full exposure or responsibility for 
the federal government should be 
communicated in the SOSI.  
 

Question #3 – What assumptions should be used in 
projecting cash flow?   
The staff recommends a general requirement as in 
SFFAS 5 with a reference to actuarial standards of 
practice.  

The recommendation is a pragmatic approach to this very 
difficult subject and has been effective for past FASAB 
standards.    

Also, from a cost-benefit perspective, one might question 
not availing of the current process.  

The members agreed with the recommendation. No disagreement was expressed. 
CBO expressed the following view: 
Providing a single present value 
estimate for Medicare's future 
outflows is misleading.  Any number 
is highly sensitive to the underlying 
assumptions.  (This is why CBO has 
been critical of the fiscal imbalance 
measures resulting from the Gokhale-
Smetters methodology.) In particular, 
the assumption about future excess-
cost growth in health care is critical.  
The actuaries for the Medicare 
program assume that the long-run 
excess cost growth is just 1 percent, 
which is inconsistent with recent 
experience.  There is little economic 
reasoning behind that assumption 
other than it is mathematically 
necessary to assure convergence 
over an infinite horizon.  CBO has 
been careful to present a range of 
possibilities.  [CBO] appreciate[s] that 
FASAB will require sensitivity analysis 
but fear[s] that the balance sheet 
entry will be the focus of attention.    
       This concern also extends to 
present value measures for future 
outlays for Social Security, Medicaid, 
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and other benefit programs.  For this 
reason and many others, CBO 
continues to favor the "due and 
payable" approach.   

Question #4 – How should uncertainty be illustrated?  
In addition to the recommendations below regarding 
display, disclosure and RSI, the staff recommends 
exploring the use of “expected present value” as an 
alternative to present value based on the “best 
estimate.”   
 
The expected cash flow approach accommodates the use 
of present value techniques when the timing of cash flows 
is uncertain.  The expected cash flow approach focuses on 
explicit assumptions about the range of possible estimated 
cash flows and their respective probabilities.  The “best 
estimate” approach is well known and perhaps even 
“generally accepted” with respect to Social Security and 
Medicare, and yet the EPV approach is gaining is 
acceptance in the private sector and is worth exploring for 
social insurance. 
 

The members agreed with the recommendation 
and decided that the exploration would be part of 
the measurement project or at least not part of the 
Social Insurance Liability Project. 

No disagreement was expressed. 

Question #5 – What should be recognized as social 
insurance “expense” or “cost”?   
 
The staff recommends four components.   

For OASDI and HI the four components of cost describe 
above – “service cost,” interest on the liability, actuarial 
gains and losses, and prior service cost – are consistent 
with the benefit promise expressed for OASDI and HI as a 
given amount per year of work in covered employment as 
well as the changes therein in subsequent periods.   

For SMI staff recommends the insurance accounting 
provided in SFFAS 5 and FAS 60.  The staff recommends 
that SMI be characterized as short-term health insurance 
because it has the short-term characteristics discussed in 
FAS 60, e.g.,  SMI provides insurance protection for a fixed 

 
A majority of the Board agreed with the 
recommendation. 

 
No disagreement was expressed but 
Mr. Patton raised an issue regarding 
what the cost or expense would be 
for.  He noted that the staff memo, on 
page 1, notes that a majority of the 
Board tentatively decided that the 
obligating event for Social Security 
and Medicare Hospital Insurance (HI) 
occurs when participants meet the 40-
quarters of work in covered 
employment (or equivalent) condition.  
On page 2, the memo says that a key 
component of cost is the present 
value of future outflows attributable to 
obligating events occurring in the 
reporting period.  He said these two 
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period, and the Government may adjust the provisions of 
coverage at the end of any coverage period.  The cost of 
SMI would be all claims incurred during the period, 
including, when appropriate, those not yet reported and 
contingencies that meet the criteria for recognition; and a 
provision for premium deficiency, if any.  As short-duration 
insurance SMI is not likely to have premium deficiency.  
The SMI would involve a shorter-range estimate than Social 
Security and HI, but where longer-range estimates were 
necessary, present value would be appropriate. In the case 
SMI cost would include components like those measure for 
OASDI and HI, i.e., present value, interest on the 
obligation, actuarial gains and losses.  

statements did not appear to work 
together, unless work in covered 
employment after 40 quarters is also 
an obligating event.  He asked what 
the obligation occurring at 40 quarters 
is for?  He suggested it was for the 
present value of the full amount due 
when the participant retires rather 
than only the amount credited to the 
participant at 40 quarters, plus the 
annual increments after that, based 
on work covered employment to the 
reporting date. He said the 
subsequent increments were being 
treated as if an earnings process was 
taking place, which he disagreed with.  
But if the latter is the Board’s position, 
then the subsequent work in covered 
employment was also an obligating 
event. 
 
Mr. Dacey said he also saw a 
comparison issue between the staff 
recommendation for measuring Social 
Security as an incremental cost 
versus the SMI approach.  He said 
future revenue should be included 
because it is a realistic assumption 
that participants will be paying the 
premium when they are getting the 
benefits.  He said he did not know 
why that was not being recommended 
for Social Security as well.    
 
Mr. Torregrosa said that CBO does 
not distinguish between Social 
Security and Medicare Hospital 
Insurance, Part A, on the one hand 
and Medicare SMI, Part B, on the 
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other.  Thus, CBO would reject the 
insurance accounting approach for 
SMI, Part B, and in particular would 
not count any future premium income 
in the estimate because that would 
not be done for Social Security.  He 
said CBO favors accelerating the 
recognition point for SMI to 40 
quarters.      

Question #6 – What should be recognized as the social 
insurance liability?  
The staff recommends that liability be the accumulated 
cost.  

Accrued costs and liabilities for social insurance would 
exclude costs attributable to obligating events occurring in 
the future.   

Chairman Mosso polled the Board.  A majority 
agreed with the staff recommendation that the 
liability is the accumulated cost. 
 

No disagreement was expressed 
regarding the notion that the liability 
should be the accumulated cost. Mr. 
Patton raised an issue discussed in 
Question #5 above. Mr. Zavada said 
that the staff paper had only been 
available for a short period of time 
and he had not had time to consult 
with SSA or HHS on the different 
questions, which he wanted to do 
before weighing-in. 

Question #7 – What should be displayed for social 
insurance on the statement of net cost, balance sheet, 
and other statements?   
 
October 5, 2005 – 
 
Staff Display Recommendations 
 
Balance Sheet 

 
Staff recommended a single liability line item for the 
balance sheet that references a revised SOSI.   
 
Statement of Net Cost 

 
Staff recommended that service cost and interest on the 
obligation be displayed as separate components of 
“operating cost;” and actuarial gains or losses and prior 
service costs, if any, presented as a separate component 

August 18, 2005 — 
 
The Board did not have an opportunity to address 
this question at this time. However, Mr. Reid 
suggested a separate presentation for actuarial 
gains and losses for social insurance and all other 
programs where they are significant.  He said he 
has a very strong preference for not commingling 
operating expenses with changes actuarial 
assumptions and for finding some place other 
than the statement of net cost to put the effects of 
changes in assumptions.   
 
Mr. Reid said his goal is to display the 
components of a change in the liability rather than 
aggregating it in one number.  This would 
highlight, for example, frequent changes in 
assumptions that have little economic justification.   
He said he wants to avoid having hundred 
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after operating cost, but as part of the total cost on the 
SNC.   
 
Statement of Changes in Net Position 

 
Staff did not recommend any changes to the statement of 
changes in net position display.  
 
Statement of Social Insurance 
 
Staff recommended retaining and revising the SOSI to 
display an amount reported as the liability amount on the 
balance sheet and other new subtotals.   

billion(s) dollar swings affecting the statement of 
net cost.  He prefers that the latter display the cost 
of running the government for a year.      
 
Mr. Reid said there would be several choices for 
displaying actuarial gains and losses when they 
arise.  He suggested, for example, that they could 
be capitalized and amortized; or, they could be 
booked directly to a statement that displays these 
effects, which could be closed to net position; or 
they could be displayed as a line item on the 
statement of changes in net position so that, in 
effect, they do not hit the operating cost in the 
year the changes in assumptions occur.  He said 
that changing the bottom line on this statement to 
“operating cost” would be a possibility.  
 
Chairman Mosso said he preferred that actuarial 
gains and losses not be reported directly to net 
position.  They ought to flow through a statement.  
 
October 5, 2005 – 
 
Board agreed with the staff recommendations. 
 

Question #8 – What should be disclosed about social 
insurance in the notes? 
 
The Board did not have an opportunity to address this 
issue at the August 18, 2005 meeting. 
 
October 5, 2005 – 

 
Staff recommended the following be disclosed in the notes: 

 
• Actuarial present value of benefits accrued by 

participants with less than 40 quarters of work in 
covered employment. 

• The amount of future outlays in excess of future 

October 5, 2005 – 
 
The Board agreed with the staff 
recommendations. 
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resources over 75 year for the open group. 

• Components of the change in the liability account, and 
• Assumptions. 
 
Staff recommended the following for RSI: 
 
The staff recommended retaining the current RSI except for 
the sensitivity example.  Staff recommended a stochastic 
simulation to be designed with the assistance of SSA 
and/or others as in the above graph. 
Question #9 – What should be done with RR 
Retirement, Unemployment Insurance, and Black Lung 
Benefits?   
 
The Board did not have an opportunity to address this issue 
at the August 18, 2005 meeting. 
 
Staff recommended the following: 
 
Railroad Retirement – analogize to OASDI and SMI. 
 
Unemployment Insurance – continue to apply SFFAS 17 
 
Black Lung Benefits – continue to apply SFFAS 17 
 
Railroad Retirement program features are similar enough to 
OASDI and Medicare to apply the same approach.  
Unemployment insurance is unlike OASDI and SMI and for 
the present the SFFAS 17 is adequate. The Black Lung 
Benefits program is immaterial and is phasing-out and 
SFFAS 17 requirements are adequate. 

October 5, 2005 – 
 
The Board did not object to the staff 
recommendation.  The members discussed other 
types of sensitivity analysis for consideration and 
requested additional examples. 

 

Question #10 – What is the reporting objective for 
social insurance?   
The staff recommended that the objective should be to 
report the costs incurred in during the reporting period 
based on obligating events in that period. 
 
The objective of the communication should be to report the 
costs incurred in during the reporting period and the 

A majority of the Board agreed with the 
recommendation. 

The Board did not express 
disagreement but see Mr. Patton’s 
issue in Question #5 above. 
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amount of those costs that will have to be financed in future 
budgets.  The latter are sometimes referred to as “legacy 
costs” or “sunk costs.”  They represent the accrued liability 
portion of long-term actuarial projections.  Other measures 
are either macro economic or pertain to a specific aspect of 
the plan, e.g., return on investment.. 
October 5, 2005 –  
 
Issue #11 – Are Increments In The Liability For Social 
Security After 40 Quarters Obligating Events? 
 
Staff recommends alternative #1: One obligating event: 40 
quarters.  Cost increments after 40 quarters would be 
characterized as a function of the required measurement 
procedures.  Cost is the present value of the benefit that 
the participant will receive based initially on 40 quarters of 
work in covered employment and incremented thereafter by 
each additional quarter-month-day of work in covered 
employment attributable to the reporting period.   

October 5, 2005 – 
 
The Board did not object to the staff 
recommendation.  Chairman Mosso asked board 
members having view on those three questions, to 
communicate them to Rich directly. Several 
members did communicate via e-mail. One 
member subsequently communicated his belief to 
the staff that the Board didn't really have a full 
opportunity to object or agree with staff at the 
meeting. He believes more discussion of these 
issues is necessary. 
 
January 11, 2006 –  
 
Mr. Patton proposed that this question be 
reconsidered based on discussions with staff. Mr. 
Patton stated that he believes that one objecting 
event at 40 quarters of work in covered 
employment would require recognition of the 
present value of the estimated aggregate benefit s 
payable when the participant meets the conditions 
for immediate benefit payments to commence.  
This would be similar to the approach for 
Medicare HI.  On the other hand, if increments in 
the present value after 40 QC were additional 
conditions to be met and therefore additional 
obligating events, then limiting recognition to the 
amount attributable to 40 QC seemed 
conceptually defensible.  The Board agreed that 
the increments should be characterized as 
additional conditions and obligating events.   
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The Board agreed to characterize the Social 
Security liability as having multiple obligating 
events.  The 40-quarter event would be 
characterized as the initial event and the 
increments would be characterized as additional 
conditions and obligating events. 
 

October 5, 2005 –  
 
Issue #12 – How Should the Medicare HI Cost Be 
Attributed? 
 
Staff recommended recognizing the present value of the 
entire obligation at 40 quarters.   For Social Security the 
goal is for the service cost component of expense to be the 
actuarial present value of benefits attributed by Social 
Security’s benefit formula to (1) 40 quarters of work in 
covered employment and (2) subsequent quarters (or 
months or days) of work, in the periods that these are 
attained.  For Medicare, no additional expense is attributed 
to subsequent quarters of work. 

October 5, 2005 – 
 
The Board did not object to the staff 
recommendation.  Chairman Mosso asked board 
members having view on those three questions, to 
communicate them to Rich directly. Several 
members did communicate via e-mail.  One 
member subsequently communicated his belief to 
the staff that the Board didn't really have a full 
opportunity to object or agree with staff at the 
meeting. He believes more discussion of these 
issues is necessary. 
 

Post-October FASAB meeting 
comments from the Treasury Dept. 
Board member state that he believes 
fair presentation of the financial 
statements requires that Medicare HI 
costs be spread out evenly over the 
participant’s working years in covered 
employment to properly match 
revenues with expenses in a fashion 
similar to OASD:.    
 

I agree with staff’s conclusion 
and recommendation for 
OASDI and I agree with 
staff’s conclusion that the 
liability for OASDI is the 
accumulated cost.  Therefore, 
staff should apply the same 
method for recognizing 
Medicare HI costs as OASDI 
to achieve a consistent 
accounting treatment and for 
matching costs with 
revenues.] 

 
Post-October FASAB meeting 
comments from CBO regarding the 
proposed accounting for Medicare:  
 
“… CBO favors the current financial 
accounting treatment of Medicare and 
other ---only a liability for the amount 



Tab D2 – Table of FASAB Questions and Member Views, March 2006  

 10

 Board Majority View Board Minority View 
due and payable is booked and none 
of the comments that follow change 
that view. 
 
“First, Medicare is a benefits program 
not an insurance program, so the 
accounting model for insurance 
should not be considered.   

 
“Second, the accounting for Medicare 
Parts A, B, and D should be 
consistent.  All should have the same 
obligating event.  If the Board 
continues to favor 40 quarters as the 
obligating event for Part A (rather 
than age 65), then it should similarly 
do so for Parts B and D too.  About 
96 percent of Part A participants 
enroll in Part B.   
 

October 5, 2005 –  
 
Issue #13 – Should Medicare SMI Be Accounted For As 
Short- or Long-Duration Insurance? 
 
Staff recommended that SMI be treated as short-duration 
insurance.  This recommendation is and for some time will 
remain tentative. Social insurance issues and insurance 
accounting are complex subjects.  The accounting concepts 
in this project are expected to develop and be refined as 
the project continues.   

October 5, 2005 – 
 
The Board did not object to the staff 
recommendation.  Chairman Mosso asked board 
members having views on those three questions, 
to communicate them to Rich directly.  Several 
members did communicate via e-mail. One 
member subsequently communicated his belief to 
the staff that the Board didn't really have a full 
opportunity to object or agree with staff at the 
meeting. He believes more discussion of these 
issues is necessary. 
 

Post-October FASAB meeting 
comments from CBO regarding the 
proposed accounting for Medicare:  
 
… “[I[f the Board insists on accounting 
for Part A and Part B differently and 
applying an insurance model of 
accounting to Medicare, as staff is 
proposing, then CBO would prefer 
that Part B be characterized as a 
long-duration contract rather than a 
short-duration contract.   Evidence 
shows that very few participants drop 
there coverage of Part B over time, in 
fact, enrollment increases.  
(Participants are, however, penalized 
for late enrollment--10 percent per 
year.).” 

Question #14 – Does the Board agree that SFFAS 17   
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should be rescinded? 
 
Staff recommends rescinding SFFAS 17 even though the 
reporting standards for Unemployment Insurance and Black 
Lung benefits will be essentially carried forward.  The staff 
does not believe that the mechanics of retaining certain 
paragraphs of SFFAS 17 while rescinding others is 
workable.  It will be much clearer to incorporate those 
paragraphs in this new standard as one package.] 

January 11, 2006 –  
 
The Board agreed to rescind SFFAS 17. 

Question #15 – Does the Board agree that the new 
SOSI line items and the new SOSI section should be 
added? 
 
Staff is recommending a new SOSI section to include an 
explanation of changes in present values that were 
discussed at the October meeting. 

 
January 11, 2006 –  
 
The Board agreed with the new SOSI line items 
and the new section for changes in the present 
values. 

 

Question #16 – Does the Board agree that guidance for 
asset reporting should be included in this standard?  If 
so, is the draft paragraph sufficient? 
 
SFFAS 17 is silent about assets.  The staff recommends 
including a paragraph reflecting the approach used for 
federal pensions in SFFAS 5, par. 68.  It would apply to 
component entities.  The basis for conclusions explains that 
component entity assets are liabilities of the consolidated 
governmentwide entity 

 
January 11, 2006 –  
 
The Board agreed that guidance for asset 
reporting should be included. 
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Question #17 – With respect to assumptions, does the 
Board agree that the standard should include general 
guidance requiring the entity’s best estimates of 
demographic and economic assumptions and refer to 
Actuarial Standards of Practice as proposed? 
  
Staff recommends providing general guidance in the new 
standard along with a reference to Actuarial Standards of 
Practice (ASP). The general guidance is based on SFFAS 
17, par. 25.  SFFAS 17 provided no other guidance.  The 
reference to ASPs is from the FASAB pension standard in 
SFFAS 5, which provides general guidance and references 
actuarial standards practice.   

 
January 11, 2006 –  
 
The Board agreed that the standard should 
contain a general requirement for assumptions 
that would allow flexibility but also provide 
constraints. The next step is to further develop the 
technical language regarding the process of 
selecting assumptions, including the discount rate, 
and to consult with the actuaries and 
management at the SSA, the CMS/HHS, and the 
Railroad Retirement Board. 

 

Question #18 –  Does the Board agree that the 
sensitivity analysis requirement should provide an 
option for the preparer (either vary key assumptions or 
provide a stochastic analysis – or both) rather than 
require one or the other?   
Question #18.2 –Does the Board agree that the 
governmentwide entity should be exempt from 
sensitivity analysis? The proposed standard does not 
require “sensitivity analysis” for the governmentwide 
entity. 
 
Staff recommends paragraphs to replace the SFFAS 17 
sensitivity requirement, par. 27.4 (“Sensitivity Analysis).”  
Unlike SFFAS 17, the new requirement would apply to the 
expense and liability amounts instead of the cashflow 
projection that is part of the RSI, as currently in SFFAS 17.  
Mr. Patton mentioned that the uncertainty of the expense 
and liability and SOSI amounts, i.e., the estimates in the 
primary financial statements, should be addressed. Both 
SFFAS 17 and this proposed standard require sensitivity 
analysis of SOSI present values. 

 
January 11, 2006 –  
 
The Board decided to (1) explore component 
entity sensitivity analysis with the respective 
entities; (2) add for the governmentwide entity 
a general requirement for summary sensitivity 
information for the FR to be developed in 
conjunction with the Treasury Department; 
and (3) require the governmentwide entity to 
include a reference in the notes to the 
component entities where detailed sensitivity 
information can be found. 
 

 

Question #19 – Does the Board agree that Medicare HI 
should be recognized at 40 QC; or, should Medicare HI 
costs be spread evenly over the participant’s working 
years in covered employment?  This question 

 
January 11, 2006 –  
 
The Board did not reach a decision on this issue. 

The Treasury Dept. Board member 
states that he believes fair 
presentation of the financial 
statements requires that Medicare HI 
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essentially reiterates Question 12. 
 
The staff recommends recognizing the present value of the 
entire obligation at 40 quarters.  The goal is for the service 
cost component of expense to be the actuarial present 
value of benefits attributed by the social insurance benefit 
formula to (1) 40 quarters of work in covered employment 
and (2) subsequent quarters (or months or days) of work, in 
the periods that these are attained.   The present value of a 
future Social Security benefit continues to increase with 
work in covered employment.  For Medicare, however, no 
additional expense is attributed to subsequent quarters of 
work. 

 costs be spread out evenly over the 
participant’s working years in covered 
employment to properly match 
revenues with expenses in a fashion 
similar to OASD:.    
 
“I agree with staff’s conclusion and 
recommendation for OASDI and I 
agree with staff’s conclusion that the 
liability for OASDI is the accumulated 
cost.  Therefore, staff should apply 
the same method for recognizing 
Medicare HI costs as OASDI to 
achieve a consistent accounting 
treatment and for matching costs with 
revenues “… CBO favors the current 
financial accounting treatment of 
Medicare and other ---only a liability 
for the amount due and payable is 
booked and none of the comments 
that follow change that view. 
 
 

Question #20 – Does the Board agree that the 
accounting treatment for Medicare HI and Medicare SMI 
should be the same?  This question is similar to 
Question 13. 
 
The staff recommends that obligating event for Medicare 
SMI not be the same as for Medicare HI.  The government 
has a present obligation for Medicare SMI when the 
Medicare SMI participant elects to take the insurance and 
to begin paying premiums.  At that point the Medicare SMI 
participant is required to make a substantive decision to 
take the insurance and the government must stand ready to 
fulfill the obligation should the participant enroll.  
Conversely, Medicare HI participants are compelled to pay 
payroll taxes throughout their work in covered employment 
and do not have to make a decision when eligible for 

 
January 11, 2006 –  
 
The Board did not reach a decision on this issue.  
Additional staff analysis will be provided. 

From CBO: 
“First, Medicare is a benefits program 
not an insurance program, so the 
accounting model for insurance 
should not be considered.   
 
“Second, the accounting for Medicare 
Parts A, B, and D should be 
consistent.  All should have the same 
obligating event.  If the Board 
continues to favor 40 quarters as the 
obligating event for Part A (rather 
than age 65), then it should similarly 
do so for Parts B and D too.  About 
96 percent of Part A participants 
enroll in Part B. …” [continued under 
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immediately benefits.  Medicare SMI participants pay 
premiums, albeit a heavily subsidized one. Medicare HI 
participants do not pay premiums.   
 

question 21 immediately below] 
 
 

Question # 21 – Does the Board agree that Medicare 
SMI should follow accounting standards for short-
duration or long-duration insurance contracts?  This 
question essentially reiterates Question #13. 
 
The staff recommends that Medicare SMI should following 
short-duration standards.  The agreement between the 
government and the participant is for protection for a fixed 
period. The government may cancel Medicare SMI or 
adjust its provisions at the end of any coverage period, for 
example, by adjusting the amount of premiums charged or 
changing the conditions under which coverage is provided.  
Most health insurance offered by private insurers is of this 
type.  The periodic expense for Medicare SMI will include 
claims incurred resulting from insured events that have 
occurred as of the reporting date, including incurred but not 
reported (IBNR) and contingencies. 
 

 
January 11, 2006 –  
 
The Board did not reach a decision on this issue.  
Additional staff analysis will be provided. 

From CBO: 
“However, if the Board insists on 
accounting for Part A and Part B 
differently and applying an insurance 
model of accounting to Medicare, as 
staff is proposing, then CBO would 
prefer that Part B be characterized as 
a long-duration contract rather than a 
short-duration contract.   Evidence 
shows that very few participants drop 
there coverage of Part B over time, in 
fact, enrollment increases.  
(Participants are, however, penalized 
for late enrollment--10 percent per 
year.).” 
 

Question #22 – Does the Board agree that sensitivity 
analysis should include the liability and expense 
amounts as well as the SOSI present values and 
exclude the cashflow projections? 
 
The staff recommends (1) focusing sensitivity analysis on 
the expense and liability and SOSI amounts, i.e., the 
estimates in the primary financial statements, should be 
addressed; (2) allowing the component entities the option 
of analyzing sensitivity either using the SFFAS 17 approach 
of varying key assumptions, or using a stochastic approach; 
and (3) no sensitivity for the governmentwide entity.  

 
January 11, 2006 –  
 
The Board agreed to focus on the liability, 
expense, and SOSI amounts.  
 

 

Question #23 – Does the Board agree that expected 
value should be mentioned in the basis for 
conclusions? 
 

 
January 11, 2006 –  
 
The Board did not have time to address this 
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The staff recommends including a discussion of expected 
value.  The topic is currently under discussion by IASB and 
FASB and others and is germane to the discussion of 
uncertainty. 

issue. 

Question #24 – Does the Board agree that the basis for 
conclusions ought to include a discussion of 
objectives?  If so, are the draft paragraphs 
satisfactory? 
 
The staff recommends including a discussion of overall 
objectives of the new standard. 

 
January 11, 2006 –  
 
The Board did not have time to address this issue. 
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[A “facts sheet” on Medicare Supplementary Medical Insurance is presented below starting on 
page 5.] 
 
The exposure draft (ED) currently provides that Medicare Hospital Insurance, Part A (“Part A”), 
should be accounted for differently than Medicare Supplemental Medical Insurance, Parts B and 
D (“Parts B and D”).  The obligating event for Part A would occur at 40 quarters in covered 
employment or equivalent, while for Parts B and D would occur when insured events occur after 
the participant elects the insurance.   
 
The following presents arguments for and against the ED position and an alternative approach 
where all three Parts have the same obligating event and receive the same accounting 
treatment.  
 

Arguments in favor of the current ED treatment (see the ED’s basis for conclusions, 
pars. 56-75 in this regard): 

 
• The obligating event for Parts B and D is not the same as for Part A.  It occurs 

when participants elect to take the insurance and to begin paying premiums 
because: 

 
o Participants in Parts B and D make a substantive decision at 65 to take 

the insurance.  Participants in Part A are automatically enrolled at 65. 
 

o Participants in Parts B and D pay premiums, albeit a heavily subsidized 
one.  Participants in Part A are compelled to pay payroll taxes when 
working in covered employment and do not pay premiums at 65. 

 
o Parts B and D premiums are a fixed percentage of cost.  Payroll taxes on 

the other hand are not related to cost.  They are 1.45% (combined 2.9%) 
of earned income.  

 
• Risk is transferred when participants enroll in Parts B and D and therefore the 

new International Accounting Standards Board’s IFRS 4, Insurance Contracts, 
which has been adopted by FASB, is met at that point.1 

 
• Although about 96 percent of Part A participants enroll in Part B, only 25 percent 

of those eligible for Part D have voluntarily enrolled during the first two months of 
the program (January—February 2006). This would indicate a weighing of 
options and economics and thus a substantive decision. 

 

                                                
1 At the April 6, 2005 meeting, the FASB added a project to consider risk transfer in insurance and reinsurance contracts. The 
project includes developing a definition of insurance contracts and exploring simplified approaches to insurance contracts.  At the 
September 14, 2005 meeting, the FASB agreed to adopt the draft working definitions of insurance terms and related supplemental 
guidance based on those in Appendixes A and B of IFRS 4, Insurance Contracts.  [IFRS 4 Definitions – An insurance contract is a 
contract under which one party (the insurer) accepts significant insurance risk from another party (the policyholder) by agreeing to 
compensate the policyholder if a specified uncertain future event (the insured event) adversely affects the policyholder."]  FASB will 
modify the IFRS to reflect existing U.S. GAAP. The FASB directed the staff to maintain a narrow scope for the project, focusing on 
finite risk insurance and reinsurance contracts.  At the December 20, 2005 meeting, the FASB directed the staff to further develop 
approaches for bifurcating insurance and reinsurance contracts into financing and insurance components. The Board approved the 
issuance of an ITC—a neutral staff discussion document—soliciting constituent feedback on bifurcation approaches and related 
implementation issues. The ITC is scheduled for issuance in the first quarter of 2006. 
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• Separate accounting mechanisms have been created for the two programs. The 
glossary in the 2005 Medicare Trustees’ Annual Report identifies the separate 
Part A and Parts B and D components as follows: 

 
Medicare.  … Medicare consists of two separate but coordinated trust 
funds: Hospital Insurance (HI, or Part A) and Supplementary Medical 
Insurance (SMI). The SMI trust fund is composed of three separate 
accounts: the Part B account, the Part D account, and the Transitional 
Assistance Account.  Almost all persons who are aged 65 and over or 
disabled and who are entitled to HI are eligible to enroll in Part B and Part D 
on a voluntary basis by paying monthly premiums. Health insurance 
protection is available to Medicare beneficiaries without regard to income. 

 
Arguments opposed: 
 

• With respect to Parts B and D being analogous to private insurance because risk 
is transferred, although risk may be transferred from when participants enroll in 
Parts B and D, the government is not compensated fully since the premium 
covers only about 25% of the cost.  This indicates that Parts B and D are part of 
a single Medicare obligation. 

 
• Also indicative of a single obligation is the subsidy for low-income participants in 

Part D. The out of pocket costs paid by low-income/low-resources Part D 
enrollees will be reduced via reduced monthly premiums and other cost-sharing 
assistance.  

 
• Also indicative of a single obligation is the fact that about 96 percent of Part A 

participants enroll in Part B.  This suggests that enrolling in Part B is automatic 
and therefore Part B is equivalent to Part A.  It is too early to conclude anything 
about the Part D enrollment percentages. 

 
• At 40 quarters of work in covered employment the Medicare participant 

effectively acquires a highly valuable option for Parts B and D.  Since participants 
normally must be eligible for Part A to enroll in Parts B and D, eligibility for Parts 
B and D relates to work in coverage employment and to the 40 quarters 
requirement.  

 
• Parts B and D are not like private sector short-duration insurance because:  

 
o Under current law CMS has no option to deny coverage to qualified 

individuals.  Private insurance companies may discontinue coverage.  
Thus, the entity granting the right has no control over qualified 
participants (little or no discretion under current law).  All control rests with 
the participant. 

 
o Medicare premiums merely result in cost sharing.  Private insurance 

premiums on the other hand are market-based and result (hopefully) in 
profits. Thus, Parts B and D can be liken to “bargain purchase options.” 
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o Current law allows premiums to be adjusted but does not allow for 
discontinuation of the program.  Premium adjustments may lead to lower 
participation but this can be dealt with through measurement.  In other 
words, the value of the option may be affected by future changes in 
premiums but that is a measurement issue, not a definitional one.  

 
• Under this view the liability could be measured as the net present 

value of costs less cost sharing, i.e., the premiums.  If so, then the 
Board may wish to consider measuring the liability for Part A net 
of future payroll taxes.  A distinction may be that the costs of Parts 
B and D cannot exist without the premiums.  No premium, no 
benefit.  Conversely, participants in Part A do not pay premiums. 

 
Discussion:  
 

• Analogy to stock options seems useful.   
• Part D subsidy accounting: FASB staff position 106-2 

discusses the subsidy given to employers to continue their 
drug coverage under Part D and concludes that the 
subsidy (an asset?) should be included in measuring the 
OPEB liability.  The gain should be considered an actuarial 
gain.  The argument relies on current law at least in part.  
Conversely, the GASB staff proposes that the subsidy 
NOT reduce the OPEB liability beyond the current year. 

 
• Medicare Parts B and D are more like other post-employment benefits (“OPEB”) 

than insurance.  A Credit Suisse Equity Research (CS) report2 recently analyzed 
the cash flow issue some companies face with respect to their OPEB promises.  
The report predicted that as companies realize the burden they face they will to 
pass off their OPEB costs to others, including the U.S. government.  The report 
characterized this as a giant transfer or risk.  In addition to providing prescription 
drug coverage, Medicare Part D provides a tax-free subsidy to companies for 
continuing to provide prescription drug coverage to their Medicare-eligible 
retirees. The subsidy “effectively allows companies to pass off a chunk of their 
retiree healthcare costs to the U.S. government.” Credit Suisse found 134 
companies in the S&P 500 that expect the subsidy to reduce their OPEB 
obligation by more than 5%.  CS noted that the OPEB plans of the companies in 
the S&P 500 were $336 billion underfunded at the end of 2004, more than double 
the $165 billion pension underfunding. The subsidy will reduce the entities’ 
current OPEB obligations and therefore increase earnings in 2006. The OPEB 
liability is the present value of the future retirement benefits that have been 
earned but not yet paid.  The subsidy will reduce the liability.   

                                                
2 Credit Suisse, “The Buck Stops Where? OPEB Plans: Cash Flow Implications for the S&P 500,” February 15, 2006. 
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Option 2 – Account for Medicare Parts B and D the same as Part A. 
 

Arguments in favor of accounting for Medicare Parts B and D the same as for Part 
A, which are similar to the “arguments opposed” to Option 1 immediately above: 
   

• Medicare Parts A, B, and D are a single program and the accounting should be 
consistent and have the same obligating event.  

 
• Since participants normally must be eligible for Part A to enroll in Parts B and D, 

eligibility for Parts B and D relate to work in coverage employment and to the 40 
quarters requirement 

 
• The participant in Medicare effectively acquires a valuable option for Parts B and 

D after 40 quarters of work in covered employment.   
 

• About 96 percent of Part A participants enroll in Part B.   
 

• Indicative of a single obligation, the government is providing a “fully subsidized 
benefit” to low-income people who are eligible for both Medicare and Medicaid in 
Part D and automatically allocating them among health plans that have bid.  Six 
million Medicare beneficiaries are eligible for Medicaid as well.  

  
• Parts B and D are not like private sector short-duration insurance because, 

among other things, under current law CMS has no option to deny coverage to 
qualified individuals.  

 
• Although risk may be transferred from when the participants in Parts B and D 

enroll, the government is not compensated fully since the premium covers only 
about 25% of the cost.  

 
Arguments opposed, which are similar to the “arguments in favor” of Option 1 
immediately above: 
 

• The obligating event for Medicare Part B and D is not the same as for Part A. 
Participants in Medicare Parts B and D make a substantive decision at 65 to take 
the insurance.  

 
• Risk is being transferred and therefore the IFRS 4/FASB definition of insurance is 

met.  
 

• Although about 96 percent of Part A participants enroll in Part B, only 25 percent 
of those eligible for Part D have voluntarily enrolled.  This would indicate a choice 
at age 65. 

 
• Separate accounting mechanisms have been created for the two programs.  
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Introduction 
 

Medicare was established in 1965 as a federal social insurance program because the 
private health care market failed to provide adequate, affordable, health insurance to 
much of America’s elderly population. In 1965, Congress recognized that few older 
people in the United States were free of the fear that expensive health services could do 
away with any and all of their savings. The Medicare program was enacted to provide 
health insurance for people 65 years of age and older. This protection was expanded to 
people receiving Social Security Disability Insurance and people with serious kidney 
disease in 19723. 
 
The Centers for Medicare & Medicaid Services (CMS) administers the Medicare 
program, and works in partnership with the States to administer Medicaid, State 
Children’s Health Insurance Program (SCHIP), and health insurance probability 
standards. Through Medicare, Medicaid and SCHIOP about one in four Americans 
receive health care coverage. Over 75 million people are covered by at least one of 
these programs; they spend about one in three of the Nation’s health care dollars. 
 
The Medicare Prescription Drug, Improvement and Modernization Act in December 
2003, authorized the biggest expansion in coverage since the program was created in 
1965. For the first time, Medicare beneficiaries will have prescription drug coverage for 
drugs they consume at home. This is a major policy change since drugs have become 
an increasingly important component in modern health care4. 

                                                
3 National Academy of Social Insurance, Medicare and the American Social Contract – Final Repot of the 
Study Panel on Medicare’s Larger Social Role (Washington, DC: National Academy of Social Insurance, 
February 1999) 
4 National Academy of Social Insurance, Social Insurance Sourcebook, website material, 
http://www.nasi.org/publications3901/publications.htm, Washington, DC. 
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Medicare Characteristics 
 

Enacted by the Social Security Act Amendments of 1965, Medicare is the nation’s 
largest health insurance program, covering nearly 40 million Americans (approx. 14% of 
pop.) at an annual cost of just under $300 billion. Medicare provides health insurance to: 
 

• People age 65 or older; 
• Some people with disabilities under age 65; and 
• People with permanent kidney failure requiring dialysis or a transplant. 

 
Medicare has 3 components: Hospital Insurance (Part A), Medical Insurance (Part B) 
and the new Prescription Drug Benefit (Part D)5. 
 

• Medicare Part A helps pay for inpatient hospital services, skilled nursing facility 
services, home health services, and hospice care.  

• Medicare Part B helps pay for doctor services, outpatient hospital services, 
medical equipment and supplies, and other health services and supplies.  

• Medicare Part D (began 01/01/2006) provides coverage on prescription drugs. 
For 2004 and 2005 discount cards and Transitional Assistance worth up to 
$600/beneficiary were provided. 

 

6 
 
The traditional Medicare plan is “fee for service,” available everywhere in the United 
States. Beneficiaries are free to go to any doctor, specialist, or hospital that accepts 
Medicare and most providers participate in the Medicare program. 

                                                
5 Medicare Part C, which provides Part A and Part B coverage and, optionally Part D coverage through 
private managed care plans; also called Medicare Advantage 
6 Medicare Board of Trustees, 2004 Annual Report of the Boards of Trustees of the Federal Hospital 
Insurance and Federal Supplementary Medical Insurance Trust Funds, Washington, DC, March 23, 2004, 
page 3. 
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People who qualify for Medicare may have choices beyond the traditional original 
Medicare plan. Some people may have Medicare Managed Care Plans or Private Fee-
for-Service Plans (Part C) available in their area. These options are health plans offered 
by private insurance companies. Medicare pays a set amount of money every month to 
the private healthcare provider administering the plan. In turn, that organization 
manages the Medicare coverage for its members. 

The Medicare Program 
 

What is Medicare Part A?  
 

Medicare Part A (Hospital Insurance or HI) helps cover inpatient care in 
hospitals, including critical access hospitals, and skilled nursing facilities (not 
custodial or long-term care).  It also helps cover hospice care and some home 
health care.  

 
Cost: Most people don’t have to pay a monthly payment, called a premium, for 
Part A. This is because they or a spouse worked in covered employment and 
paid Medicare taxes. If an individual did not work in covered employment and 
pay Medicare taxes a sufficient amount of time, they may still be able to buy Part 
A coverage. 

 
What is Medicare Part B?  
 

Medicare Part B (Supplemental Medical Insurance or SMI) helps cover doctors’ 
services and outpatient hospital care. It also covers some other medical services 
that Part A does not cover, such as some of the services of physical and 
occupational therapists, and some home health care. Part B helps pay for these 
covered services and supplies when they are medically necessary.  
 
SMI and Medicare Part D (see below) are available to nearly all people aged 65 
and over, the disabled, and people with end-stage retinal disease who are 
entitled to Part A benefits. The SMI program pays for physician, outpatient 
hospital, home health, laboratory tests, durable medical equipment, designated 
therapy, and prescription drug expenses for Transitional Assistance 
beneficiaries, and other services not covered by HI. The SMI coverage is optional 
and beneficiaries are subject to monthly premium payments. About 94 percent of 
HI enrollees elect to enroll in SMI. 
 
The SMI program is financed primarily by transfers from the general fund of the 
U.S. Treasury and by monthly premiums paid by beneficiaries.  Funds not 
currently needed to pay benefits and related expenses are held in the SMI trust 
fund, and invested in U.S. Treasury securities.  SMI benefit outlays are estimated 
to have grown by 11.6 percent during FY 2005.  Physician services, the largest 
component of SMI, accounted for approximately 39 percent of SMI benefit 
outlays. During FY 2005, the SMI benefit outlays per enrollee were projected to 
increase 10.2 percent to $3,730. 
 
Cost: Under current law, the SMI trust fund will remain adequate, both in the near 
term and into the indefinite future, because of the automatic financing established 



Tab X3 – Medicare Fact Sheets from Prior FASAB Briefing Material 

 9

for Parts B and D. Because there is no authority to transfer assets between the 
new Part D account and the existing Part B account, it is necessary to evaluate 
each account’s financial adequacy separately.7 
 
Unlike Part A, recipients must pay the Medicare Part B premium each month 
($66.60 in 2004) – see below for more on the premium structure. New premium 
rates become effective every year in January. If the participant receives Social 
Security benefits, RRB benefits, or OPM retirement benefits the premium is taken 
out of those monthly payments8.  
 
Medicare Part B is a voluntary program and participants must enroll at the time 
they are eligible.  

 
What is Medicare Advantage?  
 

The Medicare Prescription Drug, Improvement, and Modernization Act of 2003 
(MMA)9 created the Medicare Advantage (MA) program, which is the new name 
for Medicare+Choice and is sometimes referred to officially as Part C.10  MA 
provides Part A and Part B coverage and, optionally, Part D coverage through 
private health insurance plans. 
 
Those who are entitled to Part A and enrolled in Part B may choose to join a MA 
plan, if there is a plan available in their area.  
 
Medicare beneficiaries have long had the option to enroll in prepaid health care 
plans that participate in Medicare instead of receiving services under traditional 
fee-for-service arrangements. MA plans have their own providers or a network of 
contracting health care providers who agree to provide health care services for 
health maintenance organizations (HMO) or prepaid health organizations’ 
members. MA plans currently serve Medicare beneficiaries through coordinated 
care plans, which include HMOs, point-of-service plans offered by HMOs, 
preferred provider organizations, provider-sponsored organizations, and a private 
fee-for-service plan. MA demonstration projects, as well as cost and Health Care 
Prepayment Plans (HCPPs) options, also exist. 11 
 
All MA plans are currently paid a per capita premium, assume full financial risk 
for all care provided to Medicare beneficiaries, and must provide all Medicare 
covered services. Many MA plans offer additional services such as prescription 
drugs, vision and dental benefits to beneficiaries. “Cost contractors” are paid a 
pre-determined monthly amount per beneficiary based on a total estimated 
budget. Adjustments to that payment are made at the end of the year for any 
variations from the budget. Cost plans must provide all Medicare covered 

                                                
7 FY 2005 CMS Financial Report, Management’s Discussion and Analysis, p. 79, November 2005 
8 Recipients may be able to receive assistance from their states to pay for Part A and Part B. 
9 Medicare Prescription Drug, Improvement, and Modernization Act of 2003 (MMA) established a new 
program in Medicare to provide a prescription drug benefit, Medicare Part D, which became available on 
January 1, 2006. Additionally, MMA changed existing programs, including a revised managed care 
program, certain payment reforms, and other changes. 
10 See 2005 Medicare Trustees’ Annual Report, p. 1, fn. 1.  
11 FY 2005 CMS Financial Report, Management’s Discussion and Analysis, p. 5, November 2005. 
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services, but do not always provide the additional services that some risk MA 
plans offer.  The HCPPs are paid in a manner similar to cost contractors, but 
cover only noninstitutional Part B Medicare services. Section 1876 cost-based 
contractors and HCPPs, with certain limited exceptions, phase out under the 
current provisions. 12 
 
Managed care expenses were $44.5 billion of the total $329.8 billion in Medicare 
benefit expenses in FY 2005.13  
 
A substantial increase in Medicare Advantage plans is projected for 2006 as the 
provisions of the MMA give higher payments to MA plans. The higher payments 
provide incentives for expansion of coverage areas and for the provision of 
additional benefits to plan enrollees.14 

 
What is Medicare Part D?  
 

This is the new Prescription Drug Plan included in the Medicare Prescription 
Drug, Improvement and Modernization Act of 2003 (Public Law 108-173). 
Beginning January 1, 2006, all Medicare beneficiaries (those entitled to Part A 
and/or enrolled in Part B) are eligible for subsidized prescription drug coverage 
under Part D. Beneficiaries may access the subsidized coverage by enrolling in 
either a stand-alone prescription drug plan (PDP) or an integrated Medicare 
Advantage plan that offers Part D coverage alongside the Medicare medical 
benefit. In the period between the enactment of PL 108-173 and January 1, 
2006, Medicare recipients were provided discount cards as well as a $600 credit 
for lower income individuals to use on prescription drugs purchases.  
 
Each year insurers submit bids to the government based on their estimated 
costs.  The government then calculates a national average of which it pays about 
75% and requires insurers to charge customers the balance between the 
government subsidy and the insurers’ initial estimates. Thus, the lower the 
insurer’s bid, the lower the premium for the customer.   
 
Also, the government will pay companies a subsidy to encourage them to 
continue their retiree prescription drug benefit instead of requiring them to avail 
another Part D insurer.  The government will pay 28% of each retiree’s 
prescription drug costs between $250 and $5,000 up to $1.330.  The subsidy is 
on both the company’s and the retiree’s spending and is not taxed. The subsidy 
will reduce a company’s previously reported retiree health obligation, which will 
create a gain. 

 
As of mid-February 2006 5.4 of the 22 million eligible people had signed up for 
Part D.  Another 20 million were automatically signed up because they were 
covered by an employer’s plan or by Medicaid or other government program. 

 

                                                
12 FY 2005 CMS Financial Report, Management’s Discussion and Analysis, p. 5, November 2005. 
13 FY 2005 CMS Financial Report, Management’s Discussion and Analysis, p. 5, November 2005. 
14 Medicare Board of Trustees, 2004 Annual Report of the Boards of Trustees of the Federal Hospital 
Insurance and Federal Supplementary Medical Insurance Trust Funds, Washington, DC, March 23, 2004, 
page 133. 
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Part D coverage for 2006 is15: 
 

• A $250 Deductible 
• 25% co-insurance coverage for expenses  $250 - $2,250 
• Beneficiary is responsible for all costs until $3,600 out-of-pocket limit is 

reached 
• Catastrophic coverage: pay higher of 5% Co-insurance or a minimal co-

payment 
 

Insurers also get additional payments for enrolling high-risk beneficiaries and 
those with low incomes.  If an insurer company spends more than the estimate 
the government will help pay the excess. If an insurer spends less the 
government gets part of the savings.  
 
Beneficiaries with low incomes and modest assets will be eligible for subsidies 
that eliminate or reduce their Part D premiums and cost sharing. Following are 
some of the rules that apply: 

 
• For dual eligible16 beneficiaries whose income does not exceed 100% of 

the Federal poverty level (FPL), there is no premium or deductible, and co-
payments are reduced to $1 for generic drugs and $3 for all other drugs. 
There is also no cost sharing in the catastrophic coverage. 

• For dual eligible beneficiaries whose incomes does not exceed 135% FPL, 
and whose assets are less than three times the SSI limit17, there is no 
premium or deductible, co-payments are $2 for generic drugs and $5 for 
any other drugs. There is also no cost sharing in the catastrophic coverage. 

 
• For beneficiaries not in the above categories, whose incomes are below 

150% FPL and who have less than $10,000 in assets ($20,000 for a 
couple), the premium is reduced on a linear sliding scale (down to $0 at or 
below 135% FPL); the deductible is reduced to $50; the co-insurance is 
reduced to 15%. After reaching the catastrophic coverage, co-payments 
are $2 for generic drugs and $5 for any other drugs. 

 
 

                                                
15 Medicare Board of Trustees, 2004 Annual Report of the Boards of Trustees of the Federal Hospital 
Insurance and Federal Supplementary Medical Insurance Trust Funds, Washington, DC, March 23, 2004, 
page 144. 
16 Beneficiaries eligible for both Medicare (Part A and/or B) and Medicaid 
17 SSI limits assets to $2,000 for individuals and $3,000 for couples. 
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Eligibility Requirements 
 
In general, Medicare HI eligibility requires at least 40 quarters in Medicare-covered 
employment and 65 years of age and citizenship or permanent residence of the United 
States. A younger person with a disability or with End-Stage Renal Disease might be 
eligible also. 
 
Here are some simple guidelines. HI may be received at age 65 without paying 
premiums if: 
 

• Social Security or the RRB retirement benefits are already being received or the 
participant is eligible to receive benefits but has not yet filed for them. 

 
People under 65 can get Part A without having to pay premiums if: 
 

• They received Social Security or RRB disability benefits for 24 months 
• They are a kidney dialysis or kidney transplant patient 

 
While they do not have to pay a premium for HI if they meet any of the above conditions, 
participants must pay for SMI if they want it. The SMI monthly in 2004 was $66.00. 
 
What if a person has not worked the required 40 quarters in covered employment? 
Although most Medicare beneficiaries do not pay a premium for HI services, there are 
instances where individuals who have not yet met all requirements for Medicare may 
obtain coverage. Seniors and certain persons under 65 with disabilities who have fewer 
than 30 quarters of coverage may obtain Part A by paying a monthly premium set 
according to a formula in the Medicare statute, for 2004 the monthly premium was $343. 
In addition, seniors with 30-39 quarters of coverage, and certain disabled persons with 
30 or more quarters of coverage, are entitled to pay a reduced premium, for 2004 it was 
$189.18 

How is Medicare Financed?19 
 
Medicare is the biggest health program in the United States: it covers 35.1 million 
persons over the age of 65, and 5.5 million disabled persons.  
 
Payroll Taxes and Premiums. The HI component of Medicare is financed by a tax 
levied on all wage and salary income. The tax is 1.45% each for the employee and the 
employer. 
 
 
 
  

                                                
18 U.S. Department of Health and Human Services, HHS Announces Premium and Deductible Rates for 
2004, website material, http://www.hhs.gov/news/press/2003.html, October 16, 2003. 
19 National Academy of Social Insurance, Social Insurance Sourcebook, website material, 
http://www.nasi.org/publications3901/publications.htm, Washington, DC. 

Example:  Jo Waller makes $50,000 a year would pay $725 a year. Her employer 
also would pay $725. 
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The wage base for Social Security in 2004 is $87,900, the maximum amount on which 
taxes can be levied. But there is no maximum wage base for Medicare taxes. An 
individual making $1,000,000 a year would pay a Medicare payroll tax of $14,500, and 
his employer would pay an equal amount.  Self-employed persons pay 2.9% of earnings. 
  
For SMI, Medicare beneficiaries pay a premium of $66.60 a month in 2003 for their part 
B coverage. This can be deducted from the beneficiary's monthly Social Security benefit 
check. These premiums pay for about 25% of the cost of Part B spending; the rest 
comes from general tax revenues.  
 
With the passing of the Medicare Modernization Act of 2003, the Part B premium will be 
increased, beginning in 2007, for beneficiaries meeting certain thresholds. Beneficiaries 
with modified adjusted gross incomes under $80,000 will continue to pay premiums that 
are 25% of twice the actuarial rate (no change from current premium). For beneficiaries 
with incomes between $80,000 and $100,000, the applicable percentage is 35%; for 
those with incomes between $100,000 and $150,000, the percentage is 50%; for 
incomes between 150,000 and $200,000, the percentage is 65%; and for incomes above 
$200,000, the percentage is 80%. For married couple the income thresholds are 
doubled. These thresholds are to be updated each calendar year by the CPI.20 There is 
a 5-year adjustment period for this provision, that is, the amount of premium above the 
25% of twice the actuarial rate is phased in – at 20, 40, 60, 80, and 100 percent for 2007 
to 2011 and later, respectively. 
 
If the differential premiums were in effect in 2004, according to estimates by Commerce 
Clearing House, a beneficiary with an income of $80,000 a year would pay $82.18 a 
month for the Part B premium. The maximum, for someone earning over $200,000 a 
year, would be $187.84 a month. The provision will affect a very small number of 
Medicare beneficiaries—less than 5% of the Medicare population has an income of 
$70,000 a year or more, according to the Centers for Medicare and Medicaid Services 
(CMS). 
 
The new Part D drug benefits will also be financed by a new beneficiary premium. The 
premium represents 25.5% of the cost of basic coverage on average. For prescription 
drug plans (PDPs) and the drug portion Medicare Advantage (MA) plans, the premium 
will be determined by bids. Taken together, all PDP bids and MA drug bids will form a 
national weighted average (weighted by plan enrollment). Each plan’s premium will be 
25.5% of the national weighted average plus or minus the difference between the plan’s 
bid and the average. The remaining 74.5% represents a federal subsidy. 
 
A new Medicare Prescription Drug Account within the SMI trust fund will be established 
to fund Part D. Amounts in this account will be kept separate from other funds in Part B 
and do not affect the computation of the Part B premium. The account will generally 
consist of periodically appropriated general revenues, premiums from Part D enrollees, 

                                                
20 Medicare Board of Trustees, 2004 Annual Report of the Boards of Trustees of the Federal Hospital 
Insurance and Federal Supplementary Medical Insurance Trust Funds, Washington, DC, March 23, 2004, 
page 152.  
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State contributions to Medicare drug costs, interest, and any leftover balance from 
temporary drug discount card’s Transitional Assistance Account.  
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Tables and Charts 
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21 Medicare Board of Trustees, 2004 Annual Report of the Boards of Trustees of the Federal Hospital 
Insurance and Federal Supplementary Medical Insurance Trust Funds, Washington, DC, March 23, 2004, 
page  27. 
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Chart 1. Estimated Operations of the HI Trust Fund Under Intermediate Assumptions, 2003-2013
(Dollar amounts in billions)    
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 Source: Data from Medicare Board of Trustees, 2004 Annual Report of the Boards of Trustees of the Federal Hospital Insurance and Federal 
Supplementary Medical Insurance Trust Funds, Washington, DC, March 23, 2004, page 10. 
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Source: Data from Medicare Board of Trustees, 2004 Annual Report of the Boards of Trustees of the Federal Hospital Insurance and Federal 
Supplementary Medical Insurance Trust Funds, Washington, DC, March 23, 2004, page 71. 
* General Revenue includes Part B general fund matching payments, Part D subsidy cost, and certain interest adjustment items. 
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Chart 3. Sources of Payment for Medicare Beneficiaries' 
Medical Services, 1999

Medicare pays a little more than half of the total cost of beneficiaries' medical care.
Other
5%

Direct Out of Pocket
19%

Private Insurance
12%

Medicaid
12%

Medicare
52%

Total Medical Expenses per Medicare Beneficiary = $9,573
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Source: U.S. Department of Health and Human Services, Center for Medicare & Medicaid Services, The CMS Chart Series, website material, 
http://www.cms.hhs.gov/charts/series.  
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Accounting for Social Policies of Governments 
 
The International Federation of Accountants’ (IFAC) International Public Sector Accounting 
Standards Board (IPSASB) met in Cape Town, South Africa, in November and December, 2005 
to discuss accounting for social policies of government, among other things.   
 
As may be recalled, the IPSASB had issued an invitation to comment (ITC) on accounting for 
social policies of government in January 2004, with the comment period ending in June 2004.  
The ITC reflected the views of a separate “steering committee” that had been established to 
draft it, although the IPSASB had reviewed and cleared it.  The ITC’s scope encompassed 
goods and services provided for “collective” or individual consumption, cash transfers to 
individuals, and old-age pensions.  It excluded employee benefits.   

 
The ITC outlined three broad alternative views about the past event(s) which, in the absence of 
a legal obligation, would give rise to a present obligation:  
 

(1) satisfy all eligibility criteria;  
(2) satisfy threshold eligibility criteria; and  
(3) key participatory events.  

 
The steering committee developed a consensus view on all the categories of social policy 
obligations except old-age pension benefits.  Regarding collective and individual goods and 
service, the steering committee’s view was that no obligation arises prior to delivery.  Regarding 
cash transfers, the steering committee’s view was that obligation does not arise until an 
individual has satisfied all eligibility criteria, and the maximum obligation is the amount due from 
one validation period to the next.   
 
With respect to old-age pensions, the steering committee did not have a consensus view.  The 
majority’s view was that a liability does not arise until all eligibility criteria are satisfied.    
However, a minority of the steering committee members were strongly of the view that a liability 
for old age pensions arises prior to that point.      
 
Fifty responses were received to the ITC.  The IPSASB staff characterized the responses as 
generally supportive of the steering committee’s views.   
 
The IPSASB’s met in Oslo in March of 2005 to discuss the ITC.  The members agreed that the 
social policy obligations project ought to be split into the following broad components for further 
development: 
 

• Social benefits other than pensions.  
• Basic/welfare distress type pensions (and age-related social benefits) and 
• General/contributory pensions in which benefits provided have a relationship to the 

amount of contributions made by or on behalf of members (and in some jurisdictions by 
private sector employees. 

 
The IPSASB planned an exposure draft on each of the above components.   
 
At the New York meeting in July 2005 the IPSASB reviewed the first draft of an exposure draft 
on social benefits other than pensions entitled “Accounting for Social Policies of Government 
(excluding Pension Arrangements)” (“Social Policies ED”) that included the following positions: 
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• The obligating event occurs for individual goods and services and cash transfers when 
all eligibility criteria have been satisfied;  

•  “Staying alive” or demonstrating continuing existence is an implicit eligibility criterion 
and therefore a recognition criterion rather than a measurement attribute; and 

• The presumption that a present obligation does not to arise prior to delivery of goods 
and services is not rebuttable. 

 
At the Cape Town meeting in November 2005 the IPSASB reviewed an amended draft of the 
Social Policies ED and continued to consider issues.  The members agreed that, for the time 
being, requirements for non-age related social obligations should be developed separately from 
the basic/welfare pension and other age-related social benefits.  A final decision regarding 
combining the accounting requirements for all social obligations in one standard will be made 
later.  
 
The IPSASB agreed in Cape Town that,1 among other things: 
 

1. “Staying alive” should not be characterized as an “implicit” eligibility criterion for 
individual goods and services and cash transfers.  However, “staying alive” may be a 
formal eligibility criterion for some programs where law or regulations explicitly state it.  

 
2. Present obligations for collective and individual goods and services do not arise until the 

goods and services are delivered and entities would not normally accrue liabilities for the 
ongoing responsibilities of government. 

 
3. Present obligations for cash transfers are limited to amounts “due and payable” at the 

reporting date.  
 

4. A separate schedule of present values of the costs of social policy obligations for cash 
transfers that are long-term should be required. Members were interested by the U.S. 
Government’s SOSI. 

 
The IPSASB also noted that the due and payable approach could also be adopted for 
development of the draft ED dealing with basic/welfare pensions. 
 
When developing the rationale for treating non-cash and cash transfers differently, as evidenced 
in numbers 2 and 3 immediately above, the IPSASB directed its staff to consider whether this 
approach is consistent with example 2B of IPSAS 19, Provisions, Contingent Liabilities, and 
Contingent Assets, wherein the government, during the normal course of operations, 
contaminates and damages the environment and a liability is recognized for the clean-up cost.2   
 
With respect to draft basic/welfare pensions the IPSASB agreed in Cape Town that the ED 
should be redrafted to reflect the decisions made during the Social Policies ED discussion.  
Thus, “staying alive” will not be included as an implicit eligibility criterion, and present obligations 
will arise on a “due and payable” basis.  Also, the IPSASB decided to use the same approach 
for general/contributory pensions as for basic/welfare pensions. The scope of the social pension 
ED is no longer limited to basic/welfare pensions but now also includes general/contributory 

                                                
1 IFAC Staff Memorandum “Minutes from the IPSASB Meeting in Cape Town, South Africa in November and December 2005,” 
dated February 15, 2006, p. 2.8-2.9 [“Minutes”] 
2 Minutes, p. 2.21. 
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pensions.  In short, the scope of the ED – which is now titled “Accounting for Sate Pensions 
(and other age related social benefits)” – includes: 
 

(a) the basic/welfare pensions,  
(b) general/contributory pensions,  
(c) age-related cash transfers, and  
(d) age-related individual goods and services.   

 
The basic/welfare pensions are defined in the new ED as “a cash transfer payable only to 
individuals who have reached pensionable age, where the amount of the transfer is not related 
to the amount of any contributions made by or on behalf of the beneficiary.”   
General/contributory pensions are defined as “a cash transfer payable only to individuals who 
have reached pensionable age where the amount of the transfer may be dependent on the 
amount of any contributions made by or on behalf of the beneficiary but the benefits provided 
are not approximately equal to the contributions.”  “Disability pensions” are not considered 
pensions and are addressed in the Social Policies ED.  
 
 Under the approach adopted by the IPSASB in Cape Town, the present obligation for 
basic/welfare pensions, general/contributory pensions, and age-related cash transfers is the 
same.  It arises when all eligibility criteria are satisfied and the payments are “due and payable.” 
The IPSASB reasons that this is because the entity has no realistic alternative but to settle the 
obligation at that point.3  Once again, a SOSI-type disclosure will be included in the 
requirements. 
 

                                                
3 IFAC Staff Memorandum “Social Security Pensions,” dated February 28, 2006, [“SSP”], draft extract from the ED “Accounting for 
State Pensions …”, p. 9.13 
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SSA, CMS, and RRB Staff Comments on Exposure Draft, March 2006 
 
Social Security Administration (SSA) Staff: 
 

TBP 
 
Center for Medicare and Medicaid Services (CMS) Staff: 
 

Suggested language for paragraph 26: 
 
26. The rate used to discount the pension obligation should be within the 
actuary’s best-estimate range of anticipated experience under the social 
insurance program taking into account past experience and reasonable 
expectations, should reflect relevant measurement-specific factors, and should 
be consistent with every other economic assumption selected by the actuary for 
the measurement.  When the discount rate is prescribed, the actuary is obligated 
to use it and to disclose the source of the prescribed discount rate Ftnt. 
 
Ftnt  See Actuarial Standards of Practice No. 32, Social Insurance, No. 4, 
Measuring Pension Obligations, especially paragraph 5.2.4, Actuarial 
assumptions, and No. 27, Selection of Economic Assumptions for Measuring 
Pension Obligation. 

 
Note change to citation in ASOP 4 

 
Comment on paragraph 31: 
 
The following paragraph specifies the same sensitivity requirements used for the 
Trustees Reports.  What if the Trustees add or delete sensitivity analyses?  
Perhaps this paragraph should simply state that the sensitivity analysis required 
by the public trustees is a minimum requirement.  This might solve the footnote 
dilemma. 
 
Current 31. For all programs except UI the component entity shall illustrate the 
sensitivity of the liability, expense, and SOSI amounts to changes in the most 
significant assumptions. ftnt  For example, using the entity’s best estimate cost 
assumptions as a baseline, show the effect of varying significant assumptions 
one at a time to show the effect on the projection.  At a minimum the Social 
Security and Medicare programs should analyze assumptions regarding the birth 
and death rates, net immigration, the real wage differential, and the real interest 
rate.  The real-wage differential is the difference between the annual percentage 
increase in wages in covered employment and the inflation rate, as measured by 
the CPI.  The Medicare program should also analyze the health care cost factors 
and their trend.   
 
Ftnt  This requirement does not apply to UI and Black Lung benefits.  For the 
requirement for UI, see par. XX below. 

 
Paragraphs 43 and 47 – Entity specific sensitivity analysis: 
 



Tab D5 – SSA, CMS, and RRB Comments on Exposure Draft 

43. The govenmentwide entity shall provide sensitivity analysis of the liability, 
expense, and SOSI amounts.  The sensitivity analyses required by paragraph 31 
provide guidance as to appropriate minimal analysis, but it is expected that the 
sensitivity analysis which best discloses the range of expected results for the 
liability, expense, and SOSI amounts will develop as a best practice over time.  
Sensitivity analysis presented in the past should provide a guide as to 
appropriate analysis to the made in the future, but should not prejudice the 
selection of analyses to be included or excluded.  Entities may consider 
disclosing the results of stochastic modeling as an augment or alternative to 
sensitivity analysis.  Also refer to paragraph 47 concerning Component Entity 
Sensitivity Analysis. 
 
Component Entity Sensitivity Analysis 

 
47. Component entities should consider providing sensitivity analysis that might 
be appropriate for the particular social insurance program.  What is appropriate 
should be considered based on what future trends might emerge or become, the 
utility of the information to the users and policy-makers, and the relative burden 
on the component resources.  Components are encouraged to explore areas of 
analysis that might be appropriate.  Providing analysis or disclosure for one or 
more periods will not imply that such analysis or disclosure is appropriate in the 
future, although the reasons for discontinuing a particular sensitivity analysis 
should be addressed in the annual report. 

 
Railroad Retirement Board Staff: 
 

A.  Railroad retirement should not be subject to the provisions of 
paragraphs 17 through 19 of the proposed account for social insurance for 
the following reasons. 
 
1. Certain assets are held by the National Railroad Retirement Investment 
Trust (NRRIT) 
 
Almost all railroad retirement system assets used to fund tier 2 benefits, 
supplemental annuity benefits and tier 1 benefits in excess of the social security 
level are not held by the Railroad Retirement Board.i  As required by the Railroad 
Retirement and Survivors’ Improvement Act of 2001, these assets are held by 
the National Railroad Retirement Investment Trust.  Reporting requirements for 
the NRRIT were established by Congress, and the RRB does not have authority 
over the reporting of the NRRIT. 
 
As a result it would not make sense to report an accrued liability on the balance 
sheet of the RBB while at the same time excluding the assets which are used to 
fund that liability.   
 
2.  Certain assets are held by the social security system 
 
Section 7(c)(2) of the Railroad Retirement Act of 1974 provides for a financial 
interchange between the railroad retirement and social security systems.  The 
financial interchange is intended to place the Social Security Old-Age and 
Survivors (OASI) and Disability Insurance (DI) Trust Funds and the Centers for 
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Medicare and Medicaid Services Hospital Insurance (HI) Trust Fund in the same 
condition they would have been had railroad employment been covered by the 
Social Security and Federal Insurance Contribution Acts.  Every year estimates 
are made of the additional benefits and administrative expenses that would have 
been paid from the trust funds as well as the additional payroll taxes and income 
taxes that would have been received by them with allowances for interest. 
 
The workings of the financial interchange may best be illustrated by means of a 
simple example.  Consider an employee who begins work at age 22, works 
continuously for 40 years and retires at age 62.  Suppose this employee works 
from age 22 to 52 in non-railroad employment and from age 52 to 62 in railroad 
employment.  Clearly the payroll taxes paid by and on behalf of this employee 
during the first 30 years will be paid directly to SSA and accumulated in the SSA 
trust funds as an asset of SSA and not as an asset of the RRB.  Similarly, the tier 
1 payroll taxes paid to the RRB for the latter 10 years will be transferred to SSA 
through the financial interchange resulting in an asset to SSA and not to the 
RRB.  SSA is credited with the same amount of payroll taxes regardless of 
whether the employee works all, part of or none of his or her career in the 
railroad industry. 
 
When the employee retires at age 62, a social security equivalent benefit is 
computed based on the employee’s combined railroad and non-railroad work.  
The full cost of the social security equivalent benefit for this employee is 
transferred to the RRB from SSA through the financial interchange. The amount 
of benefits that SSA pays on behalf of this employee is the same regardless of 
whether the employee works all, part of or none of his or her career in the 
railroad industry.  Just as the RRB does not accumulate an asset from the social 
security equivalent payroll taxes, it does not have a liability for social security 
equivalent benefits.  In addition, SSA has no less liability for benefits related to 
payroll taxes collected directly from non-railroad employers than it has for 
equivalent payroll taxes collected by the RRB from railroad employers and 
transferred to SSA through the financial interchange. 
 
As a further complication, suppose this employee filed for benefits at both SSA 
and the RRB at age 62.  In this case, SSA would pay a benefit based on the 30 
years of non-railroad employment, the RRB would offset the employee’s social 
security equivalent benefit by the amount that SSA pays and SSA would reduce 
the amount transferred to the RRB in the financial interchange by the amount 
that SSA pays directly.  In both cases, the employee receives the same total 
benefit and SSA pays the same total amount.  The substance of the transaction 
is the same, and it would not make sense to show different liabilities in the two 
cases.  In both cases the accumulated payroll taxes are an asset of SSA and the 
associated benefit payments are a liability of SSA.  In neither case does it make 
sense for the RRB to show a liability for the accrued benefit while SSA shows an 
asset from the accumulated payroll taxes and pays the benefit. 
 
3.  Railroad retirement benefit payments are limited by funds available to 
pay 
 
Section 22 of the Railroad Retirement Act of 1974 requires the Railroad 
Retirement Board to issue regulations to reduce annuity levels during any fiscal 
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year in which there would be insufficient funds to make full payments.  To 
correctly reflect current law the RRB should arguably never show a negative 
actuarial position since in any scenario in which funds are insufficient, benefits 
will be reduced to the level of available funds and in any scenario in which funds 
are more than sufficient a positive actuarial position will result. 
 
4.  The financing of railroad retirement benefits is self adjusting 
 
Unlike social security which has fixed payroll taxes, railroad retirement benefits in 
excess of the social security equivalent level are financed through automatically 
adjusting payroll taxes.  The Railroad Retirement and Survivors’ Improvement 
Act introduced provisions which automatically increase payroll taxes when the 
fund balance decreases and automatically decrease payroll taxes when the fund 
balance increases.  It is largely due to this provision that actual and projected 
payroll tax decreases have maintained an actuarial position of close to zero in 
the railroad retirement system even after several years of favorable actuarial 
experience.  This provision does much to regulate and insure the stability of the 
railroad retirement system, automatically maintain an actuarial balance between 
assets, income and expenditures, and make financial problems unlikely. 
 
5.  The cost of railroad retirement is borne by the railroad industry 
 
Unlike social security and medicare, and similar to the Black Lung program, 
which is not subject to paragraphs 17-19, the costs of the railroad retirement 
system are borne by a single industry.  Favorable experience accrues to the 
benefit of the railroad industry and railroad retirement beneficiaries whereas 
unfavorable experience is borne by the same. 
 
B.  Other items 
 
1.  Discount rate 
 
We recommend that the discount rate used in paragraph 26 be the same as used 
in the most recent actuarial valuation.  The discount rate used in our valuation 
reflects the investment policy and investment allocation of the railroad retirement 
trust funds.  It is chosen in accordance with the guidelines contained in Actuarial 
Standard of Practice No. 27 "Selection of Economic Assumptions for Measuring 
Pension Obligations." 
 
2.  Age and service references 
 
We recommend that all references to age 62 be changed to minimum retirement 
age and references to 40 quarters of coverage be changed to sufficient service to 
be vested for benefits.  Railroad employees may retire as early as age 60 with 30 
years of service or age 62 with 5 years of service. 
 
3.  Accrued liability calculation 
 
The discussion of the proration of the accrued benefit on page 85 is cumbersome 
and not suited to railroad retirement benefits. 
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The calculation described follows a unit credit type of actuarial method.  A 
characteristic of this method is that the normal cost is lower as a percentage of 
pay in the first few years of an employee’s work and higher in the last few years.  
This type of calculation may be appropriate in the private sector plans where plan 
changes, full funding limitations and deficit reduction contributions combine to 
cause erratic funding patterns.  However, for social insurance plans that tend to 
be funded as a level percentage of pay, the entry age normal method may be 
more appropriate.  In the entry age normal method, the normal cost is calculated 
as a constant percentage of pay.  We recommend allowing the use of the entry 
age normal method for the accrued liability calculation. 
 
4. Change in accrued liability calculation (paragraphs 17(n)-17(bb)) 
 
The change in accrued liability (AL) from one period to the next may be 
described by the following formula which is consistent with the proposed 
standard. 
 
AL(t+1) = AL(t) + Normal Cost + Interest - Benefits - Actuarial Gains/(Losses) 
 
This is a rather straightforward formula which could be understood by the 
potential users of financial statements.  Distinguishing between gains and losses 
resulting from plan changes and gains and losses resulting from deviations of 
actual experience from expected results may also be worthwhile.  However, 
calculating these components separately for different groups and accounting for 
the movement of employees among groups provides a level of detail which is 
burdensome to calculate and tends to obfuscate the underlying calculation.  If the 
unit credit method is used then differences in normal cost rate attributable to this 
method may give the impression that some groups are benefiting less than 
others when this may not in fact be the case.  We recommend not preparing 
separate calculations for separate groups of participants. 
 
5.  Benefits for dependents 
 
We recommend clarifying that all benefits payable on a given earnings record are 
included in the same group. 

 
                                                
i Facts regarding the RRB investment account: 
 

1. The Federally administered railroad retirement system (RRS) is a two-tier system 
consisting of social security equivalent benefits (frequently referred to as Tier I 
benefits) and a rail industry pension plan (frequently referred to as Tier II 
benefits).  

 
2. The RRS receipts are accounted for as payroll taxes in the budget as follows: 
 

 2001
Actual

2000 
Estimate 

1999
Estimate
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Social insurance and retirement receipts (trust 
funds): 
Employment and general retirement: 
     Old-age and survivors insurance (Off-budget) ...... 

Disability insurance (Off-budget) ............................ 
Hospital insurance ..................................................

Railroad retirement: 
     Social Security equivalent account ........................ 
     Rail pension and supplemental annuity ................. 
Total employment and general retirement .................. 

434,057
  73,462
149,651

    1,614
    2,658
661,442

 
 
 

 442,131 
   75,067 
 151,677 

 
     1,704 
     2,556  
 673,135 

466,185
  79,158
159,310

    1,721
    2,412
708,786

 
3. The Railroad Retirement and Survivors’ Improvement Act of 2001 established the 

National Railroad Retirement Investment Trust (NRRIT). Under this Act, most of 
the assets in the RRS trust funds are transferred to the new trust fund, which is 
expected to invest primarily in private stocks and bonds. The Act ordered special 
treatment of the purchase or sale of non-Federal assets by this trust fund, 
treating such purchases as a “means of financing” [the deficit] rather than an 
outlay. Therefore, the increased need to borrow from the public to finance the 
purchase of non-Federal assets is masked as part of the ‘‘financing other than 
the change in debt held by the public’’ rather than included as an increase in the 
deficit. The budget estimated that this would increase borrowing and publicly held 
debt by $15 billion in 2002. Net purchases or sales in subsequent years were 
estimated to be relatively small.  

 
4. The RR investment account does not maintain individual accounts for 

participants and beneficiaries. 
 

5. The NRRIT’s purpose is to fund a Federal program.  SFFAS 7, par. 40, invokes 
GASB’s entity criteria: financial accountability, which includes appointment of a 
voting majority of the organization’s governing board, together with imposition of 
will, and financial benefit to or burden on a primary government.”  Paragraph 40 
says that these must be tailored to a Federal environment that  

 
a. Includes fewer entities than the state and local environment and 
b. In which “the Congress and others with oversight authority frequently 

establish explicit rules for what to include as part of a Federal reporting 
entity.” … 


